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regulatory changes. including changes in income tax rates) was to reduce carrier access
charges an additional $4.493 billion (annually) by 1990.1 By 1990. carrier access charge
expcnditures wcre approximately 59.266 billion less per year because of these changes in
federal regulatory -policy.

Thus access charges. which constitute I llrge fraction of the marginal cost of
interexchange carriers, fell significantly over the post-divestiture period due to the
implementation of subscriber line charges Ind changes in separations policy. Indeed,
AT&T lowered its interstate toll rates over this period. reflecting this reduction in its
marginal cost. However. AT&T's total price reduction over this period was no larger than
the amount by which its Iccess charges were reduced. See Exhibit 1.

This finding is important in interpreting the U.S. experience with compeutlon
for interstate toll services. It suuests that beyond the mandatory reflection of access
charge reductions in AT&T's rates, which were then followed by the other IXCs,
interexchange carriers initiated no significant price competition for toll services.e Indeed.
the current situation could better be described as a regulated price umbrella: MCI and
Sprint generally followed AT&T price reductions but the lap in prices shrunk from 10-20
percent in mid-1984 to about S percent in 1987 when the unequal access discount was
essentially eliminated.T This lack of price reductions Imong the IXCs is surprising for
two reasons. First, this period witnessed significant erosion in AT&T's share of U.S.
interstate toll services. falling from about 84 percent in 1984 to 63 percent in 1991.'
Second, we observe comparatively large reductions in real interstate toll rates (adjusted for
changes in access charges) during the period before divestiture and equal access.~ If we
adjust interstate toll rates to account for the changes in the non-traffic sensitive cost
assignment in the Ozark Plan between 1972 and 1984. we observe that real interstate toll
rates. net of changes in separations, fell It In annual rate of 6.28 percent.10 See Exhibit
2. Since inflation averaged approximately 3.6 percent per year from 1984 to 1989, real
interstate toll rates, net of changes in access charges, fell It an annual rate of 3.6 percent.
Net of access charge changes. real interstate toll rates fell roughly twice as fast in the
decade before divestiture than in the six years after. This finding is hardly consistent
with the view that competition among interexchange carriers led to drastically lower prices.
Rather. it suuests that the type of competitive entry experienced for U.S. interstate toll
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services since divestiture may not encourale price rivalry for ordinary interstate toll
calJin,.ll

A second possible consequence of competition for interstate toll services was
Irowth in demand-. While chanles in the units of measurement make it difficult to
compare pre- and post·divestiture interstate toll Irowth rates, the evidence sUliests that
toll demand Irew more rapidly in the post-divestiture period. Between 1962 and 1982,
annual Irowth in interstate minutes of use averaled 10.5 percent.u From 1984 to 1990,
interstate switched access minutes of use Irew at an annual rate of 12.9 percent,lS and
this measure of demand probably understates demand ,rowth, as it ilnores demand served
by bypass services, includinl WATS and MEGACOM-type services. Competition is
sometimes alleled to have caused this increase in demand throulh reducinl prices and also
throulh increased marketinl activities (such as advertisinl) and the introduction of new
services. Indeed, the Commission cites overall traffic Irowth as a reason why a loss of
market share to competitors need not result in hi,her prices for remainin, customers.14

While interstate toll demand did ,row at an unprecedented rate after competitive
entry. the Irowth was not due to additional new services, advertisinl, consumer awareness,
etc. The chan Ie in the Irowth rate is completely explained by chan,es in price, income
and population. In Exhibit 3, we predict toll demand based on observed price, income and
population and subtract the predicted value from the actual observed value. The rate of
Irowth of this unexplained component of demand measures the rate at which the demand
curve shifts outward, due to such non-price factors as marketiDI and advertising efforts.
From the data, we observe that unexplained demand ,rew approximately 2.5 percentale
points more slowly after divestiture: that is, changes in price, income and population more
than explain the increase in the rate of ,rowth of interstate toll demand after
divestiture.u One explanation for this slowdown in the rate of Irowth of toll demand
is bypass: toll demand may have expanded due to competition but the proportion of toll
demand measured by switched access minutes of use may have fallen. To examine this
possible explanation, we took the LEC estimates of traffic lost to bypass filed with the
FCC as part of its Monitorina Report and added them to the switched access demand
measurements. Usina the sum of bypass and switched access minutes to measure toll
,rowth from 1984 to 1990, we stm observe slightly slower Irowth of unexplained demand
in the competitive period. See Exhibit 3.

The same point was made in the recent price cap proceedina (CC Docket 87·3 I3),
where the Commission staff requested estimates of the demand stimulation for interstate
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toll service stemmina from the implementation of subscriber line charges and other
exoaenous cost changes in LEC access charge fHinas. As shown in Exhibit 4, the measure
of demand stimulation deemed ·reasonable· by the Commission in its Qrder,16 accounts
fully for the demand stimulation actually observed over the period.

While the FCC's policies for interstate toll services have resulted in enormous
welfare gains for U,S. consumers, competition--or rather the type of regulated competition
actually observed for interstate toll services-·is not responsible for these benefits. In
aeneral, the FCC's rebalancing efforts led to dramatic reductions in interstate carrier access
charaes which, in turn, led to lower toU rates and increased toll demand. Despite the
dramatic reduction of AT&T's share of U.S. interstate toll services, the substantial price
reductions that miaht have been expected to arise from toll competition have yet to
materialize.

The lesson that should be learned from the U.s. experience with interstate toll
competition is that regulated competition need not provide the benefits suggested by the
economists' idealized competition. Applied to the introduction of competition for special
access transport services, we might expect disappointina results for consumers, since the
main driver of consumer benefits from the price chanaes for interstate toll
services-·reductions in carrier access charges··is not available here in the same degree to
produce similar benefits. In addition, the circumstances for interstate toll services after f

divestiture may have presented an easier sellina in which to introduce competition than
the conditions for access transport services today. General economic conditions arc less
favorable today than in the immediate post·divestiture period, and the basic growth rate
of interstate toll minutes then was probably hiaher than the arowth rate of the special
access transport demand today. Thus AT&T was able to cushion its loss of market share
to a areater extent than the LECs could cushion a similar loss in market share in transport
today, AT&T's margin on toll service did not decrease sianificantly after competition
began; prices were reduced only as a pass-throuah of carrier access charge changes. In
contrast, the LECs' margin on special access transport services must decrease if they are
to remain subject to competitive entry.

Illtsond JHpon and OnS,r. CC Dock,t IT·SIS, Nl,utd October 4, 1180, Appendix C, .........ph SO.



EXHIBIT !
Page 1 of 2

TABLE 1
Cbaales lD Carrier Access Cbarles

aDd
ChaDces ID AT&T IDterstate Toll Rites

Access Other1
Access " AT&T Rite Cumulathe

Cbarle EXOleDOUI COlt CbaDles Rate
CbaDles Cost CbaDles CblDles

CbaDles

1/1/84 50 50 SO

5/25/84 (5] ,400) ($].400) ($1,400) (SI,400)

1/15/85 5274 ($].]26) ($],400)

4/26/85 (5].] 26) $303 (S],097)

6/]/85 (S],157) (52.283) (S],157) (S2,254 )

10/]/85 (S525) (52.808) (52,254 )

1/1/86 (S2.808) (S]35) (S2,389)

2/28/86 (52.808) 5]8 (S2,37! )

4/]5/86 (S2,808) 572 (S2,299)

6/l /86 (52.000) (S4,808) (52,000) ($4,299)

I /l /87 (S 1,865) (56,673) (S],865) (S6,164)

3/13/87 (56,673) 518 (S6,146)

7/l/87 (S593) (57.266) (S593) (S6,739)

12/1/87 (S7.266) 577 (56,662)

1/1/88 (5772) (S524) (58,562) (5772) (S7,434)

1/l/88 (58,562) (S7,434)

12/31/88- (5776) (59,338) (S782) (S8.2]6)
7/1/90

Total (58.814) ($524) (58.216)

ITb...... aopDOIII COlt dan,. for AT~T otb.r 'hu acc.. cIarp cbUll_: epecificall)', reduction.
of ISll IDillion from 'b. Tax limplificatioD Act of 1811 ud 120; milioD form 1811 ptnaion accoUDtirw reform. SM FCC,
hsond runtwt NotiS!, CC Dock.t '1-111, reMUId April 11, lale, ApPlDdix C, Pal' 4.

n€ra

,



Sources:
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(l) FCC, Appendix C, 2nd further Notice. CC Docket 87-313, 4/17/89.
(2) AT&T, -Retrospective Analysis of AT&T's Productivity Growth, 1984-88'­
AT&T Comments on Further Notjce of Proposed Rulemakjng. CC Docket
87-313, Appendix D.
(3) FCC, Common Carrier Bureau, -AT&T's Performance Under Price Cap
Regulation,- Report to the Subcommittee on Telecommunications and
Finance, Committee on Energy and Commerce, U.S. House of
Representatives, October, 1990.
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EXHIBIT 2

REAL INTERSTATE TOLL RATES (NET OF ACCESS CHARGES) FELL FASTER
BEFORE DIVESTITURE THAN AFTER

Absent changes in access charges, Exhibit 1 shows that interstate toll rates would
have remained roughly constant in nominal terms from 1984 to 1990. In real terms, then,
interstate toll rates would have fallen at about 3.6 percent per year (net of access charge
changes), since the CPI·U for all commodities fell at an annual rate of 3.6 percent from
1984 to 1990.

This rate of decline of real to)) rates (net of access charges) is Jow compared
with the 1970s.17 According to the Bureau of Labor Statistics producer price index, real
interstate to)) rates fe)) at about 2.6 percent annua))y from 1972 to 1983, which was a
period in which interstate costs were increasing due to changes in separations aenerated
by the Ozark formula. If we held the interstate NTS a))ocation fixed at its 1972 level,
real interstate revenues would have grown 3.68 percentage points more slowly (per year)
from 1972 to 1983.11 Thus, adjusting for the change in the interstate NTS allocation, we
find that real interstate to)) rates would have hBen at an annual rate of 6.28 percent (6.28
• 2.6 + 3.68) from 1972 to 1983. Since divestiture, real interstate toll rates (net of access
charge changes) have declined at an annual rate of 3.6 percent •• about half the annual
rate at which they declined in the decade prior to divestiture.

17Althou,h eompemiOD in ..ritct.d .."ie. hdwUcally da'- from 1174 or 1171 (when ExKUJltt beean and when
Euamet w.. app"",ec!), U bad Ii"" obN"abie efl'Kt in the 18701. R...l inte..~te MTS prie. leU at an annual ra',
01 • .1 perunt betweu IIT2 and 1874 and at 2.2 percent dllriDe tb, JIOIt-£aKWllt period lrom 1874 to 181S. The bil
price ebaQle ofteD ucribecl 10 competition II tbe JIOIt-cli....tituN toU price NdudiODl wblch ' ...erac,d about 8 percem
ill lUI MmII from IN4-eo. We abow tbat tb.. p:IIt-cli....Uture price NdudioDl ware DOt aUributable to the
CGDIpeUtion ezperiencec! iD tbe JIOI'-cli....titW'l ioU market.

I.......n 1872 and It12, tb, lublid, from iDkrIt'te toU lor tbe BeD 11Item (iD tbe lorm oIDOD-,ramC NIIIitive
COI& allocaliolll) iDcftued from 11.170 bWloD to 8'1.lto bUliOD. (CJ.. WeiDba\ll and A.a. OeuiDler, Bebind the
TtltDboJlt p,b.t., Norwood, New Jerii)': Abla Publilhinl Corporation, 111I, p. II.} At tb, IUnI time, B,II Sy,tem
in....... m .... iDCNued from " .•N billiOD 10 '21.1 bUlioD. (FCC, rorm M (Mo.bly "'port No. I), Yarioua y,an)
II U. iDte..tat, NTS allocation bad beeD beld coDltant betwMn ItT2 and It12, iDte..t.te menu. would b.,.e incre...d
from H.CN bWioD &0 8n... bWion (wbere lU~' • 21.1 • 'I.lto + U'IO). AAralaI poW\b iD in'e..ta'. mell1.. thu.
w.. 12." pereeDt. and anrual pow'h iD iDte..tale N....DU. De' of NTS allocation chan,. w.. 8.22 perum. Th.
diftINllte iD 'be aDDual pooW\h rate 01 m.rue accoumed for by the dan.. in NTS COlt alloc.tion w.. thua S.6I
pereat. poiDu.



EXHIBIT 3
Page 1 of 5

GROWTH IN DEMAND DUE TO COMPETITION

We compare the decade before divestiture (1972·1982) with the period after
divestiture (1984·1988).IV In each period, we divide actual demand growth into two parts:

1. predicted growth: a part due to changes in prices, income, and
population and

2. exogenous growth: a (residually·measured) part due to other
changes--changes in taste, changes in the market place (such
as competitive entry) etc.

If competition shifts the demand curve outward due to advertising, the availability of new
products or services, or a heightened awareness of the possibility of telephone service, we
would expect to see that shift as an increase in exogenous growth.

Using conventional measures of the responsiveness of demand to changes in
price, income, and population, we calculate the rate of Irowth of exogenous demand. In
the 1972·82 period, demand was predicted to Irow at an annual rate of 4.06 percent.
Actual demand growth averaged 8.92 percent, leaving a Irowth rate of exogenous demand
of 4.16 percent. In the 1984·88 period, demand Irowth was predicted to average 11.05
percent and actual demand growth averaged 13.44 percent. Thus the growth rate of
exogenous demand in the 1984·88 period averaged 2.39 percent. Growth in demand
unexplained by changes in price, income, and population averaged 2.47 percentage points
~ in the 1984·88 period compared with the 1972-82 period. See Table 2. Table 2A
provides the same analysis, comparing the pre·ENFJA period with the post-ENFIA period
(1972·78 with 1979·89) and obtains the same qualitative result.

One explanation of this reduction in the arowth rate of exogenous demand after
divestiture is the growth of bypass. Interstate to)) demand is measured as interstate
switched access demand after divestiture, and the .rowth of bypass demand-including
MEGACOM and WATS-type services··would mask .rowth in toll demand after divestiture.
To adjust our results for the possibility of bypass. we estimate interstate bypass usage from
1984 through 1990 and add that usage to our measure of switched access demand.
Calculation of the bypass adjustment is outlined below. The results are shown in Table
2. where it is evident that adjusting for bypass .rowth does not reverse our earlier finding:
arowth in interstate toll demand (adjusted for bypass) unexplained by economic factors
averaged 1.13 percentage points~ between the 1984-18 period compared with the 1972·
12 period.

ItApiD, •• t...t tbe ~t-diy.titun period .. ,be cOlllpetl&iYl period. althoUlb ,be lame UlaJylil .. that
dllCribed Mlo. ,ieldl tbl lame qnlitu!yt ,.l&Ita it applied *0 ,be 1812·"', ItT8·18SKl ,.nodt. To )ad,. tbl efrleg
of competltioD OD delDaIId I"'Owtb, it II IIIIful to Dote tb.t Mel Uld SpriDt ..tYlrtitinl ... leu tban IS milliOD iD lvao
COIIIII&Nd with 141 mWiOD for AT~T <me..W"eCI ill 11M dollan). "t...n INS Uld 1114, total annuaJ adYlrtitinl for
AT~T, MCI and SpriDt iDcreloMd from about 1100 mWiOD to about 1110 mWion (ill leM donan). S.. Mieh..1 Poner,
~rilunD.
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EXHIBIT 3
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Bypass Volumcs; 1914-90

Total (intrastate plus interstate) bypass minutes were estimated by the RBOCs
and GTE in three surveys conducted by the FCC. The results are reported in the FCC

Table 3
Growtb ID Spedal Access LlDes

SPECIAL ACCESS
LINES

1984 1,128,924

1985 1,320,228

1986 1,760,741

1987 1,995,739

1988 3,192,682

GROWTH 29.68%

Monitoring Report, (July, 1990), Tables 6.1 and 6.3. We multiply those minutes of use by
the fraction of minutes which are interstate (l/(1+0.368) • 0.73) from the Huber Report)
to obtain interstate switched access minutes of use which are bypassed for the years 1988,
and 1889. An estimate for 1984 is calculated by observina the arowth rate in special
access lines (from the FCC Statistics of Communication Common Carriers, 1984-1988) and
assuming the arowth rates of special access lines and bypass minutes between 1984 and

nera
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1911 are the same. An estimate for 1990 is obtained by extrapolating the 1989 estimates

Table ~

Switched Access Mlautes

INTERSTATE ESTIMATED TOTAL
SWITCHED BYPASS SWITCHED

ACCESS MOV MOV MOV

1984·Q3 37.S 6.S 44.0

88Q3 62.1 18.S 80.6

89Q3 69.7 19.9 89.6

90QI 73.2 20.6 93.8

using the 1988·89 growth rate. See Tables 320 and 4.21

We then add to the bypass minutes for the years 1984, 1988, 1989, and 1990,
interstate switched access minutes as reported in the FCC Trends in Telephone Service
(August 20, 1990), Table IS, to obtain total switched access minutes of use (including
bypass minutes). See Table 4.

201oufte: FCC, .tuiltiCi of COIIUllluUeatiom CoIDlDOll Carrie,..

2l1ource: (1) rcc TNIIIIa ill Telephone Ie",ice: ./to/eo, Table II, (2) rcc Monitoriq "pom: adjulted for
iIl.fatr&; (I) lN4-f11 bJp_ from " iDe,.... ill .pedal ec~ u..i (4) 1110 bJp... from ....8 I1'Owth rat•.

nera
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DEMA,ND STIMULATION FROM SUBSCRIBER LINE CHARGES
AND EXOGENOUS COST CHANGES

LEC interstate revenue requirements recovered from IXCs fell sharply after
divestiture due to the increase in subscriber line charles and to the implementation of
several exogenous cost changes. Table S shows LEC interstate revenue with and without
these exogenous chanles.u

Table 5
Carrier Switched ACUIS Rueaue ChaD1'1

P.w CeL + ft C J.tin Cb.. ill au.... ill ILC CCL + T8... &zoe ee.& Au&boriMd CP.... IW ........ .......
C8o> a...... .... fIIl ...... Itt

LhanI

1~ 114,4&4.111 *> 10 10 ('1.2~,104) '15,'160,2'5

'DlI5-16 114,;56,;10 (UOU'14) '0 ('82'1.112) (14,.'4085') 120.214,255

IN6-17 113,66;.242 (150;,107) (11;1.;16) (11.'36.~1) (1S.546,;4;) 11;,'54,1551_
113,680,160 (11,000,2'1) ('S43,170) ('1,121.25'1) ('4,563,67;) Ul,4~,046

1818 U2,71S,US (U.S45,326) (1SS2.'IU) (11.;'IS.II;) (15,6'16.620) 122,082,21;
("'12)

1880-111 'U,I••,I~ (11,744,;0'1) (133;.1'1') (12,.0;,42&) ('6,06;,004) IU,no,'1S

These reductions in revenue requirements caused interstate carrier access prices
to raU and, in turn, caused interstate toU prices to fan. The demand stimulation resulting
(rom the reduction in interstate toll prices can be calculated if the price eJasticity of
demand (or interstate toll service and the (raction o( IXC cost represented by access
charles are known. For simplicity, we Issume the demand (unction (or LEC interstate
switched access usale has I constant elasticity liven by,. so that

fi - APi- (; - 1,0 ) •

aDd

J2SoIm,: VIi&ec1 S,u. T,Jepho• .AMoc.ial:ioll, £x Par1' ill CC Dock'& 1'I-SlS, !lJed 1/6/0;, Tabl. 2 an:! I.
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It then follows thaJ:

R
[]

' • II PI

Ro - Po'

10 that

!1. _[RI]Th .
Po Ro

Thus the price change required to obtain I 10 percent revenue change differs from 10
percent. Rather than using a percentage price change calculated in this manner to
calculate demand response,we can directly solve for the quantity ql which would result
from imposing a price increase of the magnitude necessary to increase revenues from Ro
to R1:

so that

The decrease in carrier access revenue due to the reduction in switched access prices
caused by the recovery of SLC revenue from end users and the implementation of
exogenous cost chanles thus causes an interstate usale increase from Qo to QI. We will
take the difference qo - QI as our measure of interstate switched Iccess demand stimulation
caused by the implementation of SLCs and exogenous cost chlnaes. Usina data from the
recent price cap fHinas, we see that demand stimulation from SLCs and exogenous cost
chanaes accounts for about 4.7 percentaae points of annUli arowth since 1984. See Table
6.13 ADnual interstate toll arowth averaled Ibout 10.S percent before divestiture (1962­
12) IDd 12.9 percent after divestiture (1984-90).14 Approximately 4.7 percentaae points of
the post-divestiture demand arowth were due to clrrier access chirae reductions (stemming
from SLCs and cxosenous cost chanles). Hence relulatory actions by the FCC explain
more than the difference in demand .rowth before Ind after divestiture.

SSIouIal: (1) "'21/to VITA Ex Pane, CC Docket I7-S1S, Table Ii (I) I/I/to Ex Pane, Table I; (3) (2)/(1);
(4) (l)-(I)i and (i) (1)-(4).

nera

1
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BASELIHB CL aTlWATZD PD..CDT aTlWATZD AHJnJAL
DDU.ND CL ITIW CL ITIW CL mfSTIW aa.oWTB DDT

(1) (2) (I) (4) DUB TO STIM
(I)

1814 lSO,1S~,110 1,4D!,eT2 4.OS" 113,646,151

lUI 244,4IT,32T 4T.'~2,114 lU~" 188,114,T43

1.~ 211.422,116 II,TOO,210 23.36" 216 ,T22 ,4'6

leeo-81 318,45T,0I2 1S,21I,282 21.06" 2M,220,Teo

CR.OWTH:I814.

1~'1 11.11" US" 4.109£

1eag 11.84" T.02" 4.g1 "

19eo 12.20" T.43" 4.TT"

nera



EXHIBIT B



EFFECTS OF COMPETITIVE E~'TRY IS THE CS.
I~RSTATE TOLL MARKETS:

A.'l UPDATE

Natioaal Ecoaomic Researcb Associates. lac.
Oae MaiD Street

CUlbridge, Masucbuselts 02142

WilliUl E. Taylor
Study Diredor

May 28. 1992



EFrECI'S or COMPETITIVE ENTRY IN THE c.s.
INTERSTATE TOU MARKETS

~ Prologue and Summa"

This study was originally performed in August 1991. and was filed witb tbe Federal

Communications Commission in CC Docket No. 91·141. It adclressed the extent to wl1icb competitive

pressures in tbe interstate toU market led to lower toU rates and an expusion of toU demand. It found

tbat reductions in carrier access cbarges more tban accounted for reductions in AT&T's toll prices. and

tbat tbe reduction in toU prices more than accounted for the growth in interstate toU demand.

We bave updated the study using data through 1992. The results are UDcbanged:

• Regulated competition in the interstate toU market bas not led to price
competition. While annual carrier access ciw'ges paid by AT&T bave
fallen by S10.131 million from 1984 through 1992, AT&T anaual prices
bave fallen by on.ly $8.223 millioa.

• When you accoUDt for the cbanges in access charges billed to AT&T, toU
prices actually declined faster before divestiture than after. Even if
AT&T's prices bad remained constant (net of access cbarges), tbe rate
of decline of real toU prices (net of access cbarges) would bave been
about tlalf tbe rate at wl1icb tbey declined (net of separations cbanges)
in tbe decade prior to divestiture.

• Regulated competitioa in the interstate toU market bas not led to aD

expansion of demand. ToU demand grew no more than would be
expected. based On price, income. and population changes.

While the FCC's policies for interstate toU services bave resulted in enormous welfare gains

for U.S. consumers., competitioa--or rather tbe type of regulated competition actually observed for interstate

toU services-·ia DOt respoasible for tbese benefits. In general. tbe FCC's rebalancing efforts led to

clramatic reductioas in interstate carrier access cbarges which, in turu, led to lower toU rates and increased

toU demand. But tbe substantial price reductioD5 tbat might have been expected to arise from toll

competition bave yet to materialize.



B. IplrgdydiOl -

In its :"lotice of Proposed Rulemakini aDd :"lotice of Inquiry in CC Docket So. 91·1~1.

(released \-lay 6. 1991) . the Commission suggested that historical evidence supports the view that entry

and regulated competition bave brought benefits to consumers of U.S. interstate long distanc~ :"'.1ces.

In particular,

" ...competition in the provision of interstate long-distance service bas led to sharply reduced
rates. a larger variety of service options, and more rapid deployment of new tecllnologles... ·'
(trll).

Indeed. since divestiture and equal access transformed interstate long-distance services. prices bave fallen

and demand has grown at unprecedented rates. While it is tempting to ascribe these cbanges to the

pressures of competitioll. careful analysis sbows that the Commission' s policy of rebalancing local and toU

rates is directly and entirely respoa.sible for the overall reduction in 10Dl distaDce rates. There is 110

evidence tbat eatry and competition--as experienced to date for U.S. lOIll-distaDce services--bave bad any

effect in reduciDc prices or expandiDa output in the interstate lona distance market.

C. Prig Ch.pm

LoDl~distance prices feU faster (ill real terms) siDce divestiture thaD their long-run historical

average: from 1984 to 1991. real intentate toU rate reductioDS averaged about 8.18 percent annually.:

From 1972-1983. tbe loqest pre-divestiture period over which u.terstate rate data are compiled by tbe

Bureau of Labor Statistics,. ialerstale toU rates dccllDed al III UlDual average (real) rate of 2.1 percent.

Since tbe pOII-dftoestiture period coincides with tbe period for whicb equal access was available and during

IEmendsd Intel'SOnn,st'OD !'ltb 'pi TS'IPbons 19"'P¥Y ~Jjtjg. CC OocUt So. 91-141. Socace of PropoISd Ruiemaiunc
Ind :"iolJee of Inquuy (~I"'" May 6, 1991) (NPRM or :'I/Or). .

:1:lInl ,h, Bu~u of Labor sc.atiIClCI producsr pnee Indsl for Interstate toll rata. dsnated by the Bts GNP·PI.
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which AT&T lost some of its substetiaJ market share, l it is temptiDg to attribute these addiuonaJ pnce

reductioas to direct competitioa' among interexchange carriers. But that wouJd be wrong.

From 1984 to 1990, lbe FCC undertook a fundamental rebalancing of local access and taU

rates 111 tbe C nited States. primarily through two related activities. First. tbe FCC instituted subscriber

line charges (end user common line cbarges) by whicb interstate non-traffic se:.. tive costs were recovered

directly from end users on a flat rate basis rather than from toU usage cbarges. Beginning in t9~.

subscriber tiDe cbarge revenues grew from approximately $1.296 billion to $6.069 billion in 1990·91. and

all of tbat revenue represented lower Ql'rier access cbarges paid by lbe interexcbange carriers.' Second.

tbe FCC instituted a number of separatioDS cbaqes whicb effectively reduced interstate costs while

increasing intrastate costs. The act effect of separatioas cbanges (and other regulatory cbanges, including

cbanges in income tax rates) was to reduce carrier access charges an additioul $4.493 billion (annually)

by 1990.' By 1990, Ql'rier access charge expenditures were approximately $9.266 billion less per year

because of these cbaages in federal regulatory policy.

Thus access charges, which coastitute a large fraction of the marginal cost of interexcbange

carriers, feU significantly over the post-divestiture period due to the implementation of subscriber line

cbarges and changes in separatioas policy. Indeed, AT&T lowered its interstate toU rates over this period.

reflecting this reduction in its marginal cost. However, AT"T's total price reduction over this period was

substantially .u thu the UlOWlt by which au access charles were reduced. See Exhibit 1.

This fmcli.Dg is importet in interpretiac the U.S. experience with competition for interstate

toU services. It sugests that beyond the mandatory reflection of access charge reductioDS in AT&T's

rates. which were then foUowed by the other lXu, iDterexchaage carriers mitiated no significant price

~e FCC calclilatll lhal ATAT's martlt share of IWtldled ICCUI minllill of 11II flU from ".Z percent In the third qll."cr
of 1* 10 6J.a percenl In Ihe founlt quanel of 1991: SCI Federal ComllllUUC&CIOOI CO.UIU.IOll. "Lonl DdUnce ~ultet Shi~S
FOlln" Ouanel. 1991." Analylll DMiioft. Common C.rriel 8l1rull. ~l'Ch J4. 199Z. Table 3. TIM FCC calculallons silO"" lhil
AT"T's market share l01I Slopped IU decline In lite secoftCI quaner of 1990 .. hal Nell stillilly SInce lben.

~nlted Scala Tellpllone AIIociauOft, " pane praenlation 10 llle FCC. CC DocUt 17·313. flied AIII'W 6. 1990. TiblC

'l!wl. Table S.
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competitioa for toll services.' Iadeed. the CWTent sitlUtion could better be described as a regulated price

umbrella: Mel' aDd Sprint generally followed AT&T price reductioa.s but the gap Us prices shrunJc from

10.:0 perceDl Us mid·1984 to about 5 percent Us 1987 wben tbe Wlequal access discoWlt was essentjally

eliminated:

ThJs lade. of price reductioa.s amoog the lXCs is surprising because we observe comparatively

large reductioa.s in real interstate taU rates (adjusted for changes in access cbarges) during tbe period

~ divestiture and equal access.' If we adjust interstate taU rates to account (or tbe cbanges in tbe

non-traffic scnsitive cost assignment in tbe Ozark Plan between 1972 aDd 1984. we observe tbat real

interstate toU rates. oet of changes in scparations. feU at aD annual rate of 6.28 percent.' See Exh,jbit :.

Since divestiture (1984-1991). iD11ation averaged approximately 3.70 percent per year. If we (coDScr\,atj,,'ely)

treat AT&T Dominal interstate taU prices as cODStant (net of access cbarle changes), real Usterstate toU

rates. Det of changes in access charges. feU at an annual rate of less than 3.70 percent. Net of access

charge changes. thea. real interstate toU rates feU roughly twice as fast in the decade before divestiture

than la the scven years after. This riDding is bardly consistent with tbe view that competition amoog

interexc:hange carriers led to drastically lower prices. Rather, it sugests that tbe type of competitive entry

experieaced for U.S. laterstate toU services since divestiture may 001 encourage price rivalry for ordinary

interstate toU calling.'o

'nus pnenlizatlon IPIlI- to ca iIlcamace UlU .Ma. l1Mft is cWlenn 0( t'OIIlpetlCM praAl&n ~cS\ICI"1 toll "tU
(i) paid by II" bUlIII.. CUllOIMll ( lllfOUlll new "Mea slICIt • ~cpcom. Pnam. Iftd L'ltn-WAl'S). and (II) I~, tile
Intrutace toll marall wMft Ioq-UIII me. f.U Ind sbort-MI&I ~_ roll from 1913 to 1911 (.. A. Mall\lQ& and R. Ropt'l. The
1m,*, of Alcc " Foftlll 0( sue. ItotpIaClOft of AT4lT Oft Dina·DiaI Loaa-o.aaa Telcpllone ~tcs." The bod Joum.1 of
EconomICS' AIIC 1•• p. 446.

'Sec~ Eo Port.r...CompeCllioft ift the Loftl DlS&ancc TelecommyftlCallOfti Market: All lnQUllty StNCtyrc Anal"'.s. Of

filed lIuh AT4lT'. '-IMnll 1ft CC Doct.t 1'7·]13. ~otlcr 19. 191'7.

'Competltlon 1ft ifttemace swuclled "Mccs technically bcpn III 1914 IIlch tile elliry of MC' s Exec:unet SeMce.

'1972 1& tl\c cartlcst year for "ich BLS pnee data for iDcemacc coli MMa 1& &WilDie.

I°CompeCiliYe .ntty for U.s. iDcamaca loll ..1'Yicca difte. in ra1 importanl ....,. fl'Olll w.n,nd f~e competition
The .....n rcponal (fonner) BeU Iaokliq cotIlpIDaa are barred from tbc " .... on is subjecc to I cleeree _tIlC" re~lales

III panaapation. 1ft additiOft. tile FCC i_cured (i) accaa elta.. dilcOl&ftll for eDlfUlI to COIIIpeftllCC for yncql&ll I«CSI. (It) non·. ,
CllIlobucd Iccaa tnftlpon pnall~ wtlicIl fa"'OM tile smaller enlranll 10 t'OIIlpcftllCC for AT4lT s IocarlOnal Iclvln~lC. ind i III

uymIMlnc rel"lallOft of AT4lT wtucll conllnllCS to mil day.
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D. Dr.ted GrqwtJa

A second possible eoasequence of competition for interstate taU services was growth in

demand. W1We changes in the units of measurement maJce it difficult to compare pre- and post-divestiture

ll1terstate taU growth rates. tbe evidence suggests that toU demand grew more rapidly in tbe post-divestiture

penod. Be(',l,een 196: and 1982, annual growtb in interstate minutes of use averaged 10.5 percent.' i

From 1984 to 1991, interstate s'Nitcbed access minutes of use grew at an annual rate of 11.8t percent.·

and this measure of demand probably Wlderstates demand growth, as it ignores demand served by bypass

services. including WATS and MEGACOM-type services. Competition is sometimes alleged to have caused

this increase in demand through reducing prices and also through increasing marketing activities (sucb as

advertising) and tbe introductioD of Dew services. Indeed. in its NOlice of Proposed Rylemakiog in CC

Docket 91-14 t, tbe Commission cites overall traffic growth as a reason why a lou of market share to

competitors Deed Dot result in higher prices for remaioiDg customers. l
!

While .interstate taU demand did grow at an Wlprecedented rate after competitive enuy, the

growth was Dot due to additional DeW services, advertising, coasumer awareness, etc. The change in tbe

growth rate is completely explained by changes ill price, iIIcome and population. In Exhibit 3, we predict

taU demand based on observed price, income and population and subtract the predicted value from tbe

actual observed value. The rate of growth of this unexplained component of demand measures tbe rate

at which the demand curve shifted outward, due to such non-price factors as marketing and advertisillg

efforts. From the data. we observe that unexplained demand grew approximately 1.91 percentage points

more slowly after di~stiture: that is, cbuses ill price, income and population more thaD explain tbe

increase ill the rate of arowth of ililcrstate taU demand after divestiture,'·

I:Fedel'll CommunlcltlOfti ComIlUMIOft. "Trends In Telepllofte ScMCC." Febnaary. I99%. Tlble %4.

I·U o"e belicYel competition bepn in 1M 19?O1, llUl compaNoll of' pr& IftCI pc.t~Ml&itu,. IfO'IIdI I'IICi may seem
tnlppropn.te. SoMtllel...., tIM lime comp.nIOft II done before lad .r 19'71. tIM IIIIlC rault appears: unexpilined demand
pew approXImately 1.12 p',"tuap poults mors s!O!1y In tM 1919-91 paM-eompeUtlYC pcnod tlWl III eM 19'72·1911 pcnocl. )ce
Edubn 3. Table ZA. '
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ODe explautioD for this slowdoVr1l iA tbe rate of F'owtb of toU demud is bypw: toU demi.l1d

may have expuded due to COlDpetitiOD but the proportioD of toU demud measured by switched access

miDutes of IIIC .ay have fallea. To examine this possible explautioD. we took the LEC estimates o(

traffic lost to bypass rued with tbe FCC as part of its MoDitoriq Repon and added tbem to tbe switched

access demand measuremeats. t:sUlg tbe sum of bypass and switcbed access miDutes to measure toU

growth (rom 1984 to 1991. we still observe slower Jrowth of UDexplaiDed demand in both the post­

competitioD period and tbe post-divestiture period. See Exhibit 3.

The SUle point was made La tbe receDt price cap proccediq (CC Docket 87-313). wbere the

Commwioa staff requested estimates of the demud stimulatioD for Laterstate toU service stemming from

the implemeatatioD o( subscriber tiDe cbarles and otber eqcaous cost cbUlles La LEC access charge

fLliDgs. As showu La Exhibit 4. tbe measure of demud stimulatioa deemed .. reasoDable II by the

Commwioa in its .Q!W,I' accoUDU fuUy for the demud stimulatiOD actually observed over the period.

E. Cgac'y,'.'
CoasWDers bave beaefitted eaormously frOID lower iDterstate toU prices and expuded interstate

toU demud. However. competitioa iD the iDterstate toU market is DO( respoasible for eitber o( those

heaefits. Reduetioas iD the carrier access cbarles paid by AT&T outweigh AT&T's toU price reductions.

and the iIlcrease ill toU delDud is .ore thaD explained by cbaDles iD toU prices. iIlcome and population.

"Ssmd Rapon Inc! ONr. CC Docket "·313. relcaMd October 4. 1990. Appendil C. parqraph 30.



.EXHIBIT ~

Page l vi 3

THE REDUCI10N IN AT&T'S ACCESS CHARGES EXCEEDS
THE REDUCTION IN ITS TOLL PRICES

111: Table 1. we list each date 00 which a substantial access charge change or AT&T prlce

change occurred. tbe doUar amoUDt of the access cost reductioD experieDced by AT&T.:' and the doUar

amount of re\enue change forecasted by AT&T as a result of its price cbange. All data through 9jli.88

were takeD from FCC and AT&T fl1iqs in the price cap docket. I
' The 7/1/89 and 7/1/90 data were

takeD from the FCC's report OD AT&T's performance under price capS.I' The 1/1/90 and 1/1/91 data

are takeD from AT&T filings. as reported by Victor Glass of the NatioDaJ Exchange Carrier Association.

The remaining access charge and price changes are takeD from AT&T price cap filings."

It is unlikely that every AT&T price cbange or access charge change since AT&T went UDder

price caps 00 July 1. 1989 is accoUDted for in Table 1. However. we Call check our work by calculating

the total AT&T price reduction directly from AT&T's actual price index (API) reported in their West

(May 15. 1992) price cap filing. Table 1A gives the total percentile and dollar aDIlual rate reductions

implemented by AT&T since January 1989. July 1989, and July 1990. EvaJ~ted at 1992 demand levels.

AT&T price reductions since January 1989 totalled 51,193.0 million per year~ our calculation in Table 1.

where each price reduction is evaluated at curreat demand. shows a total aDIlual rate reductioa over tbe

period of 51,239 million. The small differeace in these estimates is due to (i) additional AT&T prlce

changes other than those listed ill Table 1 and (ii) the different reveaue bases used to evaluate tbe

cbanges ill price. Table 1 shows that duriq tbat period, AT&T experieaced aDIlual access cbarge

reductioDS totalliq approximately $2,118 million. evaluated at the concurreDt level of demand.

I'At fon .... 11 cklUllCl lew.. tbat iaclucle stImulation from anuaplted ATAT nil redualoftl.

I' •. .FCC. AppellCliz C. i,pd Fun",r SocIC!. CC Docket 17·313. 4/17/19. IIlCI ATAT•. ReU'OIpeCtMl AIIalyslS of AT"T s
ProduaMty Growth. 1914-81. ATAT Cgmmenq on Fynher SODg of PT9Il!Md RvlsmagnL CC Docket 17·313. Appendllt D,
7/26/11.

1'FCC. CommOft Camer Bureau. • ATAT's Performance Cnder Ptics Cap Replatioft." Repon to the SubcOmmlltee on
TelecommliftlQUOftI 11\4 FiftUCC. Commanu Oft En.fIY 11\4 Commerce. U.s. Koua 0( RePra&fttatMl, October. 1990. Chan U·B

I"n. 7/1/91 CCIIt lad nte cbI"l' data were taklft rrom ATAT', Pay 17. 1991 AIIftUliI Aceea Charp Filinl anO
TnftlmlUal So. 32042. med JUftC %9. 1991. The 12/19/91 data wu taken from ATAT Tnftlmlttat So. 3134. mid 12/19/91 The
7/1/92 data coma from ATAT's'l992 AIIDUIII Price c.p mine dared 5/1$/92.



Table 1
Cbaaces ia Carrier Access Cbarps aad
Cbaqes ia AT&T latentate Toll Rates

(S Millioal

.EXHIBIT ~

Page : of 3

Date ."'cess Otber Cumul.tive ."T&T Price Cumulative
Cb....e [xoceaous Cost Cost Cballles ."T&T Price
Cbaal' Challl" Cbaaps Chaales

1/1/84 SO SO SO SO SO

5/:5/84 (S1.400) (Sl.400) (Sl.400) (51.~)

1/tS /85 S274 (51.126) (SlAOO)

04/26/85 (51.126) 5303 (51.097)

6/1/85 (Sl.1S7) (S2.283) (51.tS7) (52.::.54)

10/1/8S (5S2S) (52.808) (52.::.54)

1/1/86 (52.808) (513S) ($2.389)

1/11/86 S2S (52.783) 5248 (52.141)

2/28/86 (52.783) 518 ($2.123)

4/15/86 (52.783) S72 ($2.051)

6/1/86 (52.000) (54.783) (52.000) (~.051)

1/1/87 (51.865) (56.648) (51.865) ($5.916)

3/13/87 (56.648) 518 ($5.898)

7/1/87 (5593) (57.241) (5593) ($6.491)

12/1/87 (57.241) 577 ($6.414)

1/1/88 (5m) (5524) ($8.537) (S"m) ($7.186)

6/17/88 ($8.537) 528 ($7.1.58)

9/17/88 ($8.537) 5174 ($6.984)

7/1/89 ($176) (59.313) ($78S) ($7,769)

1/1/90 ($385) (5141) ($9.839) (5267) ($8.036)

7/1/90 (5482) ($143) (510.464) ($192) ($8.128)

1/1/91 SO ($1) (510.595) ($84) ($8.312\

7/1/91 (ns1) (59) ($10.855) 518 ($8.294\

12/19/91 $97 ($25) ($10.783) $71 ($8.::.3)
,

7/1/92 ($191) 5110 (510.864) SO ($8.2:.3 )

TOTAL ($10.131) . ($733) ($10,864) ($8,223) ($8.::.; ,



Table 1A
AT&T Price Cbaaps L'Dder Price Caps

ENi18lT ,
Page 3 or 3

199% -\PI 7/1/90 API 1/1/89 API 1/1/89 .-\PI

BASKET 1 0.943 0.943 0.984 1.000

BASKET 2 0.939 0.928 0.973 1.000

BASKET 3 0.979 0.931 0.970 1.000

1991 BASE 7/1/90 7/1/19 1/1/89
REVENL'E

BASKET 1 S17.762 SO (S146) (S1.01:)

BASKET 2 S2.935 S35 (S102) (S179)

BASKET 3 S96 SOS S1 (S2)

TOTAL S20.793 S40 ($847) (S1.193)

PERCENT 100.00% 0.19% -4.07% -5.74%

SOl:JlCE; FCC; 10/90 PRICE CAPS REPORT
AT&T: s/u/en PJl1CE CAPS flUNG


